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CONTROLLED FOREIGN CORPORATIONS 

§ 1.951–1 Amounts included in gross in-
come of United States shareholders. 

(a) In general. If a foreign corporation 
is a controlled foreign corporation 
(within the meaning of section 957) for 
an uninterrupted period of 30 days or 
more (determined under paragraph (f) 
of this section) during any taxable year 
of such corporation beginning after De-
cember 31, 1962, every person— 

(1) Who is a United States share-
holder (as defined in section 951(b) and 
paragraph (g) of this section) of such 
corporation at any time during such 
taxable year, and 

(2) Who owns (within the meaning of 
section 958(a)) stock in such corpora-
tion on the last day, in such year, on 
which such corporation is a controlled 
foreign corporation shall include in his 
gross income for his taxable year in 
which or with which such taxable year 
of the corporation ends, the sum of— 

(i) Such shareholder’s pro rata share 
(determined under paragraph (b) of this 
section) of the corporation’s subpart F 
income (as defined in section 952) for 
such taxable year of the corporation, 

(ii) Such shareholder’s pro rata share 
(determined under paragraph (c)(1) of 
this section) of the corporation’s pre-
viously excluded subpart F income 
withdrawn from investment in less de-
veloped countries for such taxable year 
of the corporation, 

(iii) Such shareholder’s pro rata 
share (determined under paragraph 
(c)(2) of this section) of the corpora-
tion’s previously excluded subpart F 
income withdrawn from investment in 
foreign base company shipping oper-
ations for such taxable year of the cor-
poration, and 

(iv) The amount determined under 
section 956 with respect to such share-
holder for such taxable year of the cor-
poration (but only to the extent not ex-
cluded from gross income under section 
959(a)(2)). 

(3) For purposes of determining 
whether a United States shareholder 
which is a domestic corporation is a 
personal holding company under sec-
tion 542 and § 1.542–1, the character of 
the amount includible in gross income 
of such domestic corporation under 
this paragraph shall be determined as 

if such amount were realized directly 
by such corporation from the source 
from which it is realized by the con-
trolled foreign corporation. See para-
graph (a) of § 1.957–2 for special limita-
tion on the amount of subpart F in-
come in the case of a controlled foreign 
corporation described in section 957(b). 
See section 970(a) and § 1.970–1 which 
provides for the reduction of subpart F 
income of export trade corporations. 

(b) Limitation on a United States share-
holder’s pro rata share of subpart F in-
come—(1) In general. For purposes of 
paragraph (a)(2)(i) of this section, a 
United States shareholder’s pro rata 
share (determined in accordance with 
the rules of paragraph (e) of this sec-
tion) of the foreign corporation’s sub-
part F income for the taxable year of 
such corporation is— 

(i) The amount which would have 
been distributed with respect to the 
stock which such shareholder owns 
(within the meaning of section 958(a)) 
in such corporation if on the last day, 
in such corporation’s taxable year, on 
which such corporation is a controlled 
foreign corporation it had distributed 
pro rata to its shareholders an amount 
which bears the same ratio to its sub-
part F income for such taxable year as 
the part of such year during which such 
corporation is a controlled foreign cor-
poration bears to the entire taxable 
year, reduced by— 

(ii) The amount of distributions re-
ceived by any other person during such 
taxable year as a dividend with respect 
to such stock, but only to the extent 
that such distributions do not exceed 
the dividend which would have been re-
ceived by such other person if the dis-
tributions by such corporation to all 
its shareholders had been the amount 
which bears the same ratio to the sub-
part F income of such corporation for 
the taxable year as the part of such 
year during which such shareholder did 
not own (within the meaning of section 
958(a)) such stock bears to the entire 
taxable year. 

(2) Illustrations. The application of 
this paragraph may be illustrated by 
the following examples: 

Example 1. A, a United States shareholder, 
owns 100 percent of the only class of stock of 
M, a controlled foreign corporation through-
out 1963. Both A and M Corporation use the 
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calendar year as a taxable year. For 1963, M 
Corporation derives $100 of subpart F in-
come, has $100 of earnings and profits, and 
makes no distributions. A must include $100 
in his gross income for 1963 under section 
951(a)(1)(A)(i). 

Example 2. The facts are the same as in ex-
ample 1, except that instead of holding 100 
percent of the stock of M Corporation for the 
entire year, A sells 60 percent of such stock 
to B, a nonresident alien, on May 26, 1963. 
Thus, M Corporation is a controlled foreign 
corporation for the period January 1, 1963, 
through May 26, 1963. A must include $40 
($100×146/365) in his gross income for 1963 
under section 951(a)(1)(A)(i). 

Example 3. The facts are the same as in ex-
ample 1, except that instead of holding 100 
percent of the stock of M Corporation for the 
entire year, A holds 60 percent of such stock 
on December 31, 1963, having acquired such 
interest on May 26, 1963, from B, a non-
resident alien, who owned such interest from 
January 1, 1963. Before A’s acquisition of 
such stock, M Corporation had distributed a 
dividend of $15 to B in 1963 with respect to 
such stock. A must include $21 in his gross 
income for 1963 under section 951(a)(1)(A)(i), 
such amount being determined as follows: 
Corporation M’s Subpart F income for 1963 ............... $100 
Less: Reduction under section 951(a)(2)(A) for period 

(1–1–63 through 5–26–63) during which M Cor-
poration is not a controlled foreign corporation 
($100×146/365) ........................................................ 40 

Subpart F income for 1963 as limited by section 
951(a)(2)(A) .............................................................. 60 

A’s pro rata share of subpart F income as deter-
mined under section 951 (a)(2)(A) (60 percent of 
$60) .......................................................................... 36 

Less: Reduction under section 951(a)(2)(B) for divi-
dends received by B during 1963 with respect to 
the stock acquired by A in M Corporation: 

(i) Dividend received by B ...................... 15 
(ii) B’s pro rata share of the amount 

which bears the same ratio to M Cor-
poration’s subpart F income for 1963 
($100) as the period during which A 
did not own (within the meaning of 
section 958(a)) his stock (146 days) 
bears to the entire taxable year (365 
days) (60 percent of ($100×146/365)) 24 

(iii) Amount of reduction (lesser of (i) or 
(ii)) ....................................................... 15 

A’s pro rata share of Subpart F income as deter-
mined under section 951(a)(2) ................................. 21 

Example 4. A, a United States shareholder, 
owns 100 percent of the only class of stock of 
P, a controlled foreign corporation through-
out 1963, and P owns 100 percent of the only 
class of stock of R, a controlled foreign cor-
poration throughout 1963. A and Corpora-
tions P and R each use the calendar year as 
a taxable year. For 1963, R Corporation de-
rives $100 of subpart F income, has $100 of 
earnings and profits, and distributes a divi-
dend of $20 to P Corporation. Corporation P 
has no income for 1963 other than the divi-

dend received from R Corporation. A must 
include $100 in his gross income for 1963 
under section 951(a)(1)(A)(i) as subpart F in-
come of R Corporation for such year. Such 
subpart F income is not reduced under sec-
tion 951(a)(2)(B) for the dividend of $20 paid 
to P Corporation because there was no part 
of the year 1963 during which A did not own 
(within the meaning of section 958(a)) the 
stock of R Corporation. By reason of the ap-
plication of section 959(b), the $20 distribu-
tion from R Corporation to P Corporation is 
not again includible in the gross income of A 
under section 951(a). 

Example 5. The facts are the same as in ex-
ample 4, except that instead of holding the 
stock of R Corporation for the entire year, P 
Corporation acquires 60 percent of the only 
class of stock of R Corporation on March 14, 
1963, from C, a nonresident alien, after R 
Corporation distributes in 1963 a dividend of 
$35 to C with respect to the stock so acquired 
by P Corporation. The stock interest so ac-
quired by P Corporation was owned by C 
from January 1, 1963, until acquired by P 
Corporation. A must include $36 in his gross 
income for 1963 under section 951(a)(1)(A)(i), 
such amount being determined as follows: 
Corporation R’s Subpart F income for 1963 ............. $100 
Less: Reduction under section 951(a)(2)(A) for pe-

riod (1–1–63 through 3–14–63) during which R 
Corporation is not a controlled foreign corporation 
($100×73/365) ........................................................ 20 

Subpart F income for 1963 as limited by section 
951(a)(2)(A) ............................................................ 80 

A’s pro rata share of subpart F income as deter-
mined under section 951 (a)(2)(A) (60 percent of 
$80) ........................................................................ 48 

Less: Reduction under section 951(a)(2)(B) for divi-
dends received by C during 1963 with respect to 
the stock indirectly acquired by A in R Corpora-
tion: 

(i) Dividend received by C .................. 35 
(ii) C’s pro rata share of the amount 

which bears the same ratio to R 
Corporation’s Subpart F income for 
1963 ($100) as the period during 
which A did not indirectly own 
(within the meaning of section 
958(a)(2)) his stock (73 days) bears 
to the entire taxable year (365 
days) (60 percent of ($100×73/ 
365)) ................................................ 12 

(iii) Amount of reduction (lesser of (i) 
or (ii)) ............................................... 12 

A’s pro rata share of Subpart F income as deter-
mined under section 951 (a)(2) ............................. 36 

(c) Limitation on a United States share-
holder’s pro rata share of previously ex-
cluded subpart F income withdrawn from 
investments—(1) Investments in less devel-
oped countries. For purposes of para-
graph (a)(2)(ii) of this section, a United 
States shareholder’s pro rata share (de-
termined in accordance with the rules 
of paragraph (e) of this section) of the 
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foreign corporation’s previously ex-
cluded subpart F income withdrawn 
from investment in less developed 
countries for the taxable year of such 
corporation shall not exceed an 
amount which bears the same ratio to 
such shareholder’s pro rata share of 
such income withdrawn (as determined 
under section 955(a)(3), as in effect be-
fore the enactment of the Tax Reduc-
tion Act of 1975, and paragraph (c) of 
§ 1.955–1) for such taxable year as the 
part of such year during which such 
corporation is a controlled foreign cor-
poration bears to the entire taxable 
year. See paragraph (c)(2) of § 1.955–1 for 
a special rule applicable to exclusions 
and withdrawals occurring before the 
date on which the United States share-
holder acquires his stock. 

(2) Investments in foreign base company 
shipping operations. For purposes of 
paragraph (a)(2)(iii) of this section, a 
United States shareholder’s pro rata 
share (determined in accordance with 
the rules of paragraph (e) of this sec-
tion) of the foreign corporation’s pre-
viously excluded subpart F income 
withdrawn from investment in foreign 
base company shipping operations for 
the taxable year of such corporation 
shall not exceed an amount which 
bears the same ratio to such share-
holder’s pro rata share of such income 
withdrawn (as determined under sec-
tion 955(a)(3) and paragraph (c) of 
§ 1.955A–1) for such taxable year as the 
part of such year during which such 
corporation is a controlled foreign cor-
poration bears to the entire taxable 
year. See paragraph (c)(2) of § 1.955A–1 
for a special rule applicable to exclu-
sions and withdrawals occurring before 
the date on which the United States 
shareholder acquires his stock. 

(d) [Reserved] 
(e) Pro rata share defined—(1) In gen-

eral. For purposes of paragraphs (b) and 
(c) of this section, a United States 
shareholder’s pro rata share of the con-
trolled foreign corporation’s subpart F 
income, previously excluded subpart F 
income withdrawn from investment in 
less developed countries, or previously 
excluded subpart F income withdrawn 
from investment in foreign base com-
pany shipping operations, respectively, 
for any taxable year is his pro rata 

share determined under § 1.952–1(a), 
§ 1.955–1(c), or § 1.955A–1(c), respectively. 

(2) One class of stock. If a controlled 
foreign corporation for a taxable year 
has only one class of stock out-
standing, each United States share-
holder’s pro rata share of such corpora-
tion’s subpart F income or withdrawal 
for the taxable year under paragraph 
(e)(1) of this section shall be deter-
mined by allocating the controlled for-
eign corporation’s earnings and profits 
on a per share basis. 

(3) More than one class of stock—(i) In 
general. Subject to paragraphs (e)(3)(ii) 
through (e)(3)(v) of this section, if a 
controlled foreign corporation for a 
taxable year has more than one class of 
stock outstanding, the amount of such 
corporation’s subpart F income or 
withdrawal for the taxable year taken 
into account with respect to any one 
class of stock for purposes of paragraph 
(e)(1) of this section shall be that 
amount which bears the same ratio to 
the total of such subpart F income or 
withdrawal for such year as the earn-
ings and profits which would be distrib-
uted with respect to such class of stock 
if all earnings and profits of such cor-
poration for such year (not reduced by 
actual distributions during the year) 
were distributed on the last day of such 
corporation’s taxable year on which 
such corporation is a controlled foreign 
corporation (the hypothetical distribu-
tion date), bear to the total earnings 
and profits of such corporation for such 
taxable year. 

(ii) Discretionary power to allocate 
earnings to different classes of stock—(A) 
In general. Subject to paragraph 
(e)(3)(iii) of this section, the rules of 
this paragraph apply for purposes of 
paragraph (e)(1) of this section if the 
allocation of a controlled foreign cor-
poration’s earnings and profits for the 
taxable year between two or more 
classes of stock depends upon the exer-
cise of discretion by that body of per-
sons which exercises with respect to 
such corporation the powers ordinarily 
exercised by the board of directors of a 
domestic corporation (discretionary 
distribution rights). First, the earnings 
and profits of the corporation are allo-
cated under paragraph (e)(3)(i) of this 
section to any class or classes of stock 
with non-discretionary distribution 
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rights (e.g., preferred stock entitled to 
a fixed return). Second, the amount of 
earnings and profits allocated to a 
class of stock with discretionary dis-
tribution rights shall be that amount 
which bears the same ratio to the re-
maining earnings and profits of such 
corporation for such taxable year as 
the value of all shares of such class of 
stock, determined on the hypothetical 
distribution date, bears to the total 
value of all shares of all classes of 
stock with discretionary distribution 
rights of such corporation, determined 
on the hypothetical distribution date. 
For purposes of the preceding sentence, 
in the case where the value of each 
share of two or more classes of stock 
with discretionary distribution rights 
is substantially the same on the hypo-
thetical distribution date, the alloca-
tion of earnings and profits to such 
classes shall be made as if such classes 
constituted one class of stock in which 
each share has the same rights to divi-
dends as any other share. 

(B) Special rule for redemption rights. 
For purposes of paragraph (e)(3)(ii)(A) 
of this section, discretionary distribu-
tion rights do not include rights to re-
deem shares of a class of stock (even if 
such redemption would be treated as a 
distribution of property to which sec-
tion 301 applies pursuant to section 
302(d)). 

(iii) Special allocation rule for stock 
with mixed distribution rights. For pur-
poses of paragraphs (e)(3)(i) and 
(e)(3)(ii) of this section, in the case of a 
class of stock with both discretionary 
and non-discretionary distribution 
rights, earnings and profits shall be al-
located to the non-discretionary dis-
tribution rights under paragraph 
(e)(3)(i) of this section and to the dis-
cretionary distribution rights under 
paragraph (e)(3)(ii) of this section. In 
such a case, paragraph (e)(3)(ii) of this 
section will be applied such that the 
value used in the ratio will be the 
value of such class of stock solely at-
tributable to the discretionary dis-
tribution rights of such class of stock. 

(iv) Dividend arrearages. For purposes 
of paragraph (e)(3)(i) of this section, if 
an arrearage in dividends for prior tax-
able years exists with respect to a class 
of preferred stock of such corporation, 
the earnings and profits for the taxable 

year shall be attributed to such arrear-
age only to the extent such arrearage 
exceeds the earnings and profits of 
such corporation remaining from prior 
taxable years beginning after Decem-
ber 31, 1962, or the date on which such 
stock was issued, whichever is later. 

(v) Earnings and profits attributable to 
certain section 304 transactions. For tax-
able years of a controlled foreign cor-
poration beginning on or after January 
1, 2006, if a controlled foreign corpora-
tion has more than one class of stock 
outstanding and the corporation has 
earnings and profits and subpart F in-
come for a taxable year attributable to 
a transaction described in section 304, 
and such transaction is part of a plan a 
principal purpose of which is the avoid-
ance of Federal income taxation, the 
amount of such earnings and profits al-
located to any one class of stock shall 
be that amount which bears the same 
ratio to the remainder of such earnings 
and profits as the value of all shares of 
such class of stock, determined on the 
hypothetical distribution date, bears to 
the total value of all shares of all class-
es of stock of the corporation, deter-
mined on the hypothetical distribution 
date. 

(4) Scope of hypothetical distribution— 
(i) Redemption rights. Notwithstanding 
the terms of any class of stock of the 
controlled foreign corporation or any 
agreement or arrangement with re-
spect thereto, no amount shall be con-
sidered to be distributed as part of the 
hypothetical distribution with respect 
to a particular class of stock for pur-
poses of paragraph (e)(3) of this section 
to the extent that a distribution of 
such amount would constitute a dis-
tribution in redemption of stock (even 
if such redemption would be treated as 
a distribution of property to which sec-
tion 301 applies pursuant to section 
302(d)), a distribution in liquidation, or 
a return of capital. 

(ii) Certain cumulative preferred stock. 
For taxable years of a controlled for-
eign corporation beginning on or after 
January 1, 2006, if a controlled foreign 
corporation has one or more classes of 
preferred stock with cumulative divi-
dend rights, such stock shall be consid-
ered for the purposes of this section as 
stock with discretionary distribution 
rights. As a result, the provisions of 
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paragraph (e)(3)(ii) of this section shall 
apply for purposes of allocating earn-
ings and profits to such stock, except 
that earnings and profits shall first be 
allocated to the stock under paragraph 
(e)(3)(i) of this section to the extent of 
any dividends paid with respect to the 
stock during the taxable year. Addi-
tional earnings and profits will be allo-
cated to the stock only in an amount 
equal to the excess (if any) of the 
amount of earnings and profits allo-
cated to the stock under paragraph 
(e)(3)(ii) of this section over the 
amount of such dividends. Notwith-
standing the foregoing, if a class of re-
deemable preferred stock with cumu-
lative dividend rights has a mandatory 
redemption date, and all dividend ar-
rearages with respect to such stock 
compound at least annually at a rate 
that is not lower than the applicable 
Federal rate (as defined in section 
1274(d)(1)) (AFR) that applies on the 
date the stock is issued for the term 
from such issue date to the mandatory 
redemption date, based on a com-
parable compounding assumption, such 
stock shall not be considered for pur-
poses of this section as stock with dis-
cretionary distribution rights. 

(5) Restrictions or other limitations on 
distributions—(i) In general. A restric-
tion or other limitation on distribu-
tions of earnings and profits by a con-
trolled foreign corporation will not be 
taken into account, for purposes of this 
section, in determining the amount of 
earnings and profits that shall be allo-
cated to a class of stock of the con-
trolled foreign corporation or the 
amount of the United States share-
holder’s pro rata share of the con-
trolled foreign corporation’s subpart F 
income or withdrawal for the taxable 
year. 

(ii) Definition. For purposes of this 
section, a restriction or other limitation 
on distributions includes any limitation 
that has the effect of limiting the allo-
cation or distribution of earnings and 
profits by a controlled foreign corpora-
tion to a United States shareholder, 
other than currency or other restric-
tions or limitations imposed under the 
laws of any foreign country as provided 
in section 964(b). 

(iii) Exception for certain preferred dis-
tributions. The right to receive periodi-

cally a fixed amount (whether deter-
mined by a percentage of par value, a 
reference to a floating coupon rate, a 
stated return expressed in terms of a 
certain amount of dollars or foreign 
currency, or otherwise) with respect to 
a class of stock the distribution of 
which is a condition precedent to a fur-
ther distribution of earnings or profits 
that year with respect to any class of 
stock (not including a distribution in 
partial or complete liquidation) is not 
a restriction or other limitation on the 
distribution of earnings and profits by 
a controlled foreign corporation under 
paragraph (e)(5) of this section. 

(iv) Illustrative list of restrictions and 
limitations. Except as provided in para-
graph (e)(5)(iii) of this section, restric-
tions or other limitations on distribu-
tions include, but are not limited to— 

(A) An arrangement that restricts 
the ability of the controlled foreign 
corporation to pay dividends on a class 
of shares of the corporation owned by 
United States shareholders until a con-
dition or conditions are satisfied (e.g., 
until another class of stock is re-
deemed); 

(B) A loan agreement entered into by 
a controlled foreign corporation that 
restricts or otherwise affects the abil-
ity to make distributions on its stock 
until certain requirements are satis-
fied; or 

(C) An arrangement that conditions 
the ability of the controlled foreign 
corporation to pay dividends to its 
shareholders on the financial condition 
of the controlled foreign corporation. 

(6) Examples. The application of this 
section may be illustrated by the fol-
lowing examples: 

Example 1. (i) Facts. FC1, a controlled for-
eign corporation within the meaning of sec-
tion 957(a), has outstanding 100 shares of one 
class of stock. Corp E, a domestic corpora-
tion and a United States shareholder of FC1, 
within the meaning of section 951(b), owns 60 
shares. Corp H, a domestic corporation and a 
United States shareholder of FC1, within the 
meaning of section 951(b), owns 40 shares. 
FC1, Corp E, and Corp H each use the cal-
endar year as a taxable year. Corp E and 
Corp H are shareholders of FC1 for its entire 
2005 taxable year. For 2005, FC1 has $100x of 
earnings and profits, and income of $100x 
with respect to which amounts are required 
to be included in gross income of United 
States shareholders under section 951(a). FC1 
makes no distributions during that year. 
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(ii) Analysis. FC1 has one class of stock. 
Therefore, under paragraph (e)(2) of this sec-
tion, FC1’s earnings and profits are allocated 
on a per share basis. Accordingly, for the 
taxable year 2005, Corp E’s pro rata share of 
FC1’s subpart F income is $60x (60 / 100 × 
$100x) and Corp H’s pro rata share of FC1’s 
subpart F income is $40x (40 / 100 × $100x). 

Example 2. (i) Facts. FC2, a controlled for-
eign corporation within the meaning of sec-
tion 957(a), has outstanding 70 shares of com-
mon stock and 30 shares of 4-percent, non-
participating, voting, preferred stock with a 
par value of $10x per share. The common 
shareholders are entitled to dividends when 
declared by the board of directors of FC2. 
Corp A, a domestic corporation and a United 
States shareholder of FC2, within the mean-
ing of section 951(b), owns all of the common 
shares. Individual B, a foreign individual, 
owns all of the preferred shares. FC2 and 
Corp A each use the calendar year as a tax-
able year. Corp A and Individual B are share-
holders of FC2 for its entire 2005 taxable 
year. For 2005, FC2 has $50x of earnings and 
profits, and income of $50x with respect to 
which amounts are required to be included in 
gross income of United States shareholders 
under section 951(a). In 2005, FC2 distributes 
as a dividend $12x to Individual B with re-
spect to Individual B’s preferred shares. FC2 
makes no other distributions during that 
year. 

(ii) Analysis. FC2 has two classes of stock, 
and there are no restrictions or other limita-
tions on distributions within the meaning of 
paragraph (e)(5) of this section. If the total 
$50x of earnings were distributed on Decem-
ber 31, 2005, $12x would be distributed with 
respect to Individual B’s preferred shares and 
the remainder, $38x, would be distributed 
with respect to Corp A’s common shares. Ac-
cordingly, under paragraph (e)(3)(i) of this 
section, Corp A’s pro rata share of FC1’s sub-
part F income is $38x for taxable year 2005. 

Example 3. (i) Facts. The facts are the same 
as in Example 2, except that the shares owned 
by Individual B are Class B common shares 
and the shares owned by Corp A are Class A 
common shares and the board of directors of 
FC2 may declare dividends with respect to 
one class of stock without declaring divi-
dends with respect to the other class of 
stock. The value of the Class A common 
shares on the last day of FC2’s 2005 taxable 
year is $680x and the value of the Class B 
common shares on that date is $300x. The 
board of directors of FC2 determines that 
FC2 will not make any distributions in 2005 
with respect to the Class A and B common 
shares of FC2. 

(ii) Analysis. The allocation of FC2’s earn-
ings and profits between its Class A and 
Class B common shares depends solely on the 
exercise of discretion by the board of direc-
tors of FC2. Therefore, under paragraph 
(e)(3)(ii)(A) of this section, the allocation of 

earnings and profits between the Class A and 
Class B common shares will depend on the 
value of each class of stock on the last day 
of the controlled foreign corporation’s tax-
able year. On the last day of FC2’s taxable 
year 2005, the Class A common shares had a 
value of $9.30x/share and the Class B common 
shares had a value of $10x/share. Because 
each share of the Class A and Class B com-
mon stock of FC2 has substantially the same 
value on the last day of FC2’s taxable year, 
under paragraph (e)(3)(ii)(A) of this section, 
for purposes of allocating the earnings and 
profits of FC2, the Class A and Class B com-
mon shares will be treated as one class of 
stock. Accordingly, for FC2’s taxable year 
2005, the earnings and profits of FC2 are allo-
cated $35x (70 / 100 × $50x) to the Class A com-
mon shares and $15x (30 / 100 × $50x) to the 
Class B common shares. For its taxable year 
2005, Corp A’s pro rata share of FC2’s subpart 
F income will be $35x. 

Example 4. (i) Facts. FC3, a controlled for-
eign corporation within the meaning of sec-
tion 957(a), has outstanding 100 shares of 
Class A common stock, 100 shares of Class B 
common stock and 10 shares of 5-percent 
nonparticipating, voting preferred stock 
with a par value of $50x per share. The value 
of the Class A shares on the last day of FC3’s 
2005 taxable year is $800x. The value of the 
Class B shares on that date is $200x. The 
Class A and Class B shareholders each are 
entitled to dividends when declared by the 
board of directors of FC3, and the board of 
directors of FC3 may declare dividends with 
respect to one class of stock without declar-
ing dividends with respect to the other class 
of stock. Corp D, a domestic corporation and 
a United States shareholder of FC3, within 
the meaning of section 951(b), owns all of the 
Class A shares. Corp N, a domestic corpora-
tion and a United States shareholder of FC3, 
within the meaning of section 951(b), owns 
all of the Class B shares. Corp S, a domestic 
corporation and a United States shareholder 
of FC3, within the meaning of section 951(b), 
owns all of the preferred shares. FC3, Corp D, 
Corp N, and Corp S each use the calendar 
year as a taxable year. Corp D, Corp N, and 
Corp S are shareholders of FC3 for all of 2005. 
For 2005, FC3 has $100x of earnings and prof-
its, and income of $100x with respect to 
which amounts are required to be included in 
gross income of United States shareholders 
under section 951(a). In 2005, FC3 distributes 
as a dividend $25x to Corp S with respect to 
the preferred shares. The board of directors 
of FC3 determines that FC3 will make no 
other distributions during that year. 

(ii) Analysis. The distribution rights of the 
preferred shares are not a restriction or 
other limitation within the meaning of para-
graph (e)(5) of this section. Pursuant to para-
graph (e)(3)(i) of this section, if the total 
$100x of earnings were distributed on Decem-
ber 31, 2005, $25x would be distributed with 
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respect to Corp S’s preferred shares and the 
remainder, $75x would be distributed with re-
spect to Corp D’s Class A shares and Corp N’s 
Class B shares. The allocation of that $75x 
between its Class A and Class B shares de-
pends solely on the exercise of discretion by 
the board of directors of FC3. The value of 
the Class A shares ($8x/share) and the value 
of the Class B shares ($2x/share) are not sub-
stantially the same on the last day of FC3’s 
taxable year 2005. Therefore for FC3’s taxable 
year 2005, under paragraph (e)(3)(ii)(A) of this 
section, the earnings and profits of FC3 are 
allocated $60x ($800 / $1,000 × $75x) to the 
Class A shares and $15x ($200 / $1,000 × $75x) to 
the Class B shares. For the 2005 taxable year, 
Corp D’s pro rata share of FC3’s subpart F in-
come will be $60x, Corp N’s pro rata share of 
FC3’s subpart F income will be $15x and Corp 
S’s pro rata share of FC3’s subpart F income 
will be $25x. 

Example 5. (i) Facts. FC4, a controlled for-
eign corporation within the meaning of sec-
tion 957(a), has outstanding 40 shares of par-
ticipating, voting, preferred stock and 200 
shares of common stock. The owner of a 
share of preferred stock is entitled to an an-
nual dividend equal to 0.5-percent of FC4’s 
retained earnings for the taxable year and 
also is entitled to additional dividends when 
declared by the board of directors of FC4. 
The common shareholders are entitled to 
dividends when declared by the board of di-
rectors of FC4. The board of directors of FC4 
has discretion to pay dividends to the par-
ticipating portion of the preferred shares 
(after the payment of the preference) and the 
common shares. The value of the preferred 
shares on the last day of FC4’s 2005 taxable 
year is $600x ($100x of this value is attrib-
utable to the discretionary distribution 
rights of these shares) and the value of the 
common shares on that date is $400x. Corp E, 
a domestic corporation and United States 
shareholder of FC4, within the meaning of 
section 951(b), owns all of the preferred 
shares. FC5, a foreign corporation that is not 
a controlled foreign corporation within the 
meaning of section 957(a), owns all of the 
common shares. FC 4 and Corp E each use 
the calendar year as a taxable year. Corp E 
and FC5 are shareholders of FC4 for all of 
2005. For 2005, FC4 has $100x of earnings and 
profits, and income of $100x with respect to 
which amounts are required to be included in 
gross income of United States shareholders 
under section 951(a). In 2005, FC4’s retained 
earnings are equal to its earnings and prof-
its. FC4 distributes as a dividend $20x to 
Corp E that year with respect to Corp E’s 
preferred shares. The board of directors of 
FC4 determines that FC4 will not make any 
other distributions during that year. 

(ii) Analysis. The non-discretionary dis-
tribution rights of the preferred shares are 
not a restriction or other limitation within 
the meaning of paragraph (e)(5) of this sec-

tion. The allocation of FC4’s earnings and 
profits between its preferred shares and com-
mon shares depends, in part, on the exercise 
of discretion by the board of directors of FC4 
because the preferred shares are shares with 
both discretionary distribution rights and 
non-discretionary distribution rights. Para-
graph (e)(3)(i) of this section is applied first 
to determine the allocation of earnings and 
profits of FC4 to the non-discretionary dis-
tribution rights of the preferred shares. If 
the total $100x of earnings were distributed 
on December 31, 2005, $20x would be distrib-
uted with respect to the non-discretionary 
distribution rights of Corp E’s preferred 
shares. Accordingly, $20x would be allocated 
to such shares under paragraphs (e)(3)(i) and 
(iii) of this section. The remainder, $80x, 
would be allocated under paragraph 
(e)(3)(ii)(A) and (e)(3)(iii) of this section be-
tween the preferred and common shares by 
reference to the value of the discretionary 
distribution rights of the preferred shares 
and the value of the common shares. There-
fore, the remaining $80x of earnings and prof-
its of FC4 are allocated $16x ($100x / $500x × 
$80x) to the preferred shares and $64x ($400x / 
$500x × $80) to the common shares. For its 
taxable year 2005, Corp E’s pro rata share of 
FC4’s subpart F income will be $36x ($20x + 
$16x). 

Example 6. (i) Facts. FC6, a controlled for-
eign corporation within the meaning of sec-
tion 957(a), has outstanding 10 shares of com-
mon stock and 400 shares of 2-percent non-
participating, voting, preferred stock with a 
par value of $1x per share. The common 
shareholders are entitled to dividends when 
declared by the board of directors of FC6. 
Corp M, a domestic corporation and a United 
States shareholder of FC6, within the mean-
ing of section 951(b), owns all of the common 
shares. FC7, a foreign corporation that is not 
a controlled foreign corporation within the 
meaning of section 957(a), owns all of the 
preferred shares. Corp M and FC7 cause the 
governing documents of FC6 to provide that 
no dividends may be paid to the common 
shareholders until FC6 cumulatively earns 
$100,000x of income. FC6 and Corp M each use 
the calendar year as a taxable year. Corp M 
and FC7 are shareholders of FC6 for all of 
2005. For 2005, FC6 has $50x of earnings and 
profits, and income of $50x with respect to 
which amounts are required to be included in 
gross income of United States shareholders 
under section 951(a). In 2005, FC6 distributes 
as a dividend $8x to FC7 with respect to 
FC7’s preferred shares. FC6 makes no other 
distributions during that year. 

(ii) Analysis. The agreement restricting 
FC6’s ability to pay dividends to common 
shareholders until FC6 cumulatively earns 
$100,000x of income is a restriction or other 
limitation, within the meaning of paragraph 
(e)(5) of this section, and will be disregarded 
for purposes of calculating Corp M’s pro rata 
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share of subpart F income. The non-discre-
tionary distribution rights of the preferred 
shares are not a restriction or other limita-
tion within the meaning of paragraph (e)(5) 
of this section. If the total $50x of earnings 
were distributed on December 31, 2005, $8x 
would be distributed with respect to FC7’s 
preferred shares and the remainder, $42x, 
would be distributed with respect to Corp 
M’s common shares. Accordingly, under 
paragraph (e)(3)(i) of this section, Corp M’s 
pro rata share of FC6’s subpart F income is 
$42x for taxable year 2005. 

Example 7. (i) Facts. FC8, a controlled for-
eign corporation within the meaning of sec-
tion 957(a), has outstanding 40 shares of com-
mon stock and 10 shares of 4-percent voting 
preferred stock with a par value of $50x per 
share. Pursuant to the terms of the preferred 
stock, FC8 has the right to redeem at any 
time, in whole or in part, the preferred 
stock. FP, a foreign corporation, owns all of 
the preferred shares. Corp G, a domestic cor-
poration wholly owned by FP and a United 
States shareholder of FC8, within the mean-
ing of section 951(b), owns all of the common 
shares. FC8 and Corp G each use the calendar 
year as a taxable year. FP and Corp G are 
shareholders of FC8 for all of 2005. For 2005, 
FC8 has $100x of earnings and profits, and in-
come of $100x with respect to which amounts 
are required to be included in gross income 
of a United States shareholder under section 
951(a). In 2005, FC8 distributes as a dividend 
$20x to FP with respect to FP’s preferred 
shares. FC8 makes no other distributions 
during that year. 

(ii) Analysis. Pursuant to paragraph 
(e)(3)(ii)(B) of this section, the redemption 
rights of the preferred shares will not be 
treated as a discretionary distribution right 
under paragraph (e)(3)(ii)(A) of this section. 
Further, if FC8 were treated as having re-
deemed any preferred shares under para-
graph (e)(3)(i) of this section, the redemption 
would be treated as a distribution to which 
section 301 applies under section 302(d) due to 
FP’s constructive ownership of the common 
shares. However, pursuant to paragraph 
(e)(4) of this section, no amount of earnings 
and profits would be allocated to the pre-
ferred shareholders on the hypothetical dis-
tribution date, under paragraph (e)(3)(i) of 
this section, as a result of FC8’s right to re-
deem, in whole or in part, the preferred 
shares. FC8’s redemption rights with respect 
to the preferred shares cannot affect the al-
location of earnings and profits between 
FC8’s shareholders. Therefore, the redemp-
tion rights are not restrictions or other limi-
tations within the meaning of paragraph 
(e)(5) of this section. Additionally, the non- 
discretionary distribution rights of the pre-
ferred shares are not restrictions or other 
limitations within the meaning of paragraph 
(e)(5) of this section. Therefore, if the total 
$100x of earnings were distributed on Decem-

ber 31, 2005, $20x would be distributed with 
respect to FP’s preferred shares and the re-
mainder, $80x, would be distributed with re-
spect to Corp G’s common shares. Accord-
ingly, under paragraph (e)(3)(i) of this sec-
tion, Corp G’s pro rata share of FC8’s subpart 
F income is $80 for taxable year 2005. 

Example 8. (i) Facts. FC9, a controlled for-
eign corporation within the meaning of sec-
tion 957(a), has outstanding 40 shares of com-
mon stock and 60 shares of 6-percent, non-
participating, nonvoting, preferred stock 
with a par value of $100x per share. Indi-
vidual J, a United States shareholder of FC9, 
within the meaning of section 951(b), who 
uses the calendar year as a taxable year, 
owns 30 shares of the common stock, and 15 
shares of the preferred stock during tax year 
2005. The remaining 10 common shares and 45 
preferred shares of FC9 are owned by Indi-
vidual N, a foreign individual. Individual J 
and Individual N are shareholders of FC9 for 
all of 2005. For taxable year 2005, FC9 has 
$1,000x of earnings and profits, and income of 
$500x with respect to which amounts are re-
quired to be included in gross income of 
United States shareholders under section 
951(a). 

(ii) Analysis. The non-discretionary dis-
tribution rights of the preferred shares are 
not a restriction or other limitation within 
the meaning of paragraph (e)(5) of this sec-
tion. If the total $1,000x of earnings and prof-
its were distributed on December 31, 2005, 
$360x (0.06 × $100x × 60) would be distributed 
with respect to FC9’s preferred stock and 
$640x ($1,000x minus $360x) would be distrib-
uted with respect to its common stock. Ac-
cordingly, of the $500x with respect to which 
amounts are required to be included in gross 
income of United States shareholders under 
section 951(a), $180x ($360x / $1,000x × $500x) is 
allocated to the outstanding preferred stock 
and $320x ($640x / $1,000x × $500x) is allocated 
to the outstanding common stock. There-
fore, under paragraph (e)(3)(i) of this section, 
Individual J’s pro rata share of such amounts 
for 2005 is $285x [($180x × 15 / 60) + ($320x × 30 
/ 40)]. 

Example 9. (i) Facts. In 2006, FC10, a con-
trolled foreign corporation within the mean-
ing of section 957(a), has outstanding 100 
shares of common stock and 100 shares of 6- 
percent, voting, preferred stock with a par 
value of $10x per share. All of the common 
stock is held by Corp H, a foreign corpora-
tion, which invested $1000x in FC10 in ex-
change for the common stock. All of the pre-
ferred stock is held by Corp J, a domestic 
corporation, which invested $5000x in FC10 in 
exchange for the preferred stock. Corp H is 
unrelated to Corp J. In 2006, FC10 borrows 
$3000x from a bank and invests $5000x in pre-
ferred stock issued by FC11, a foreign cor-
poration the common stock of which is 
owned by Corp J. Corp J’s adjusted basis in 
its FC 11 common stock is $5000x. FC11, 
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which has no current or accumulated earn-
ings and profits, distributes the $5000x to 
Corp J. Subsequently, in 2007, FC10 sells the 
FC11 preferred stock to FC12, a wholly- 
owned foreign subsidiary of FC11 that has 
$5000x of accumulated earnings and profits, 
for $5000x in a transaction described in sec-
tion 304. FC10 repays the bank loan in full. 
For 2007, FC10 has $5000x of earnings and 
profits, all of which is subpart F income at-
tributable to a section 304 dividend arising 
from FC10’s sale of the FC11 preferred stock 
to FC12. At all relevant times, the value of 
the common stock of FC10 is $1000x and the 
value of the preferred stock of FC10 is $5000x. 

(ii) Analysis. The acquisition and sale of 
the FC11 preferred stock by FC10 was part of 
a plan a principal purpose of which was the 
avoidance of Federal income tax by deplet-
ing the earnings and profits of FC12 and al-
lowing FC11 to make a distribution to Corp 
J that it characterizes entirely as a return of 
basis. FC10 has $5000x of earnings and profits 
for 2007 attributable to a dividend from a sec-
tion 304 transaction which was part of such 
plan. Under paragraph (e)(3)(v) of this sec-
tion, these earnings and profits are allocated 
to the common and preferred stock of FC10 
in accordance with the relative value of each 
class of stock ($1000x and $5000x, respec-
tively). Thus, for taxable year 2007, $833x (1⁄6 
× $5000x = $833x) of these earnings and profits 
is allocated to FC10’s common stock and 
$4167x (5⁄6 × $5000x = $4167x) is allocated to its 
preferred stock. 

(7) Effective dates. Except as provided 
in paragraphs (e)(3)(v) and (e)(4)(ii) of 
this section, this paragraph (e) applies 
for taxable years of a controlled for-
eign corporation beginning on or after 
January 1, 2005. However, if the appli-
cation of this paragraph (e) for pur-
poses of a related Internal Revenue 
Code provision, such as section 1248, re-
sults in an allocation to the stock of 
such corporation of earnings and prof-
its that have already been allocated to 
the stock for an earlier year under the 
prior rules of § 1.951–1(e), as contained 
in 26 CFR part 1 revised April 1, 2005, 
then the prior rules will continue to 
apply to the extent necessary to avoid 
such duplicative allocation. 

(f) Determination of holding period. For 
purposes of sections 951 through 964, 
the holding period of an asset (includ-
ing stock of a controlled foreign cor-
poration) shall be determined by ex-
cluding the day on which such asset is 
acquired and including the day on 
which such asset is disposed of. The ap-
plication of this paragraph may be il-
lustrated by the following example: 

Example. On June 30, 1963, United States 
person E acquires 70 of the 100 shares of the 
only class of stock of foreign corporation A 
from nonresident alien B, who until such 
time owns all such 100 shares. E sells 10 
shares of stock of such corporation on No-
vember 30, 1963, and 60 shares on December 
31, 1963, to nonresident alien F. Corporation 
A is a controlled foreign corporation for the 
period beginning with July 1, 1963, and ex-
tending through December 31, 1963. As to the 
10 shares of stock sold on November 30, 1963, 
E is treated as not owning such shares at any 
time after November 30, 1963, nor before July 
1, 1963. As to the remaining 60 shares of 
stock, E is treated as not owning them be-
fore July 1, 1963, or after December 31, 1963. 

(g) United States shareholder defined— 
(1) In general. For purposes of sections 
951 through 964, the term ‘‘United 
States shareholder’’ means, with re-
spect to a foreign corporation, a United 
States person (as defined in section 
957(d)) who owns within the meaning of 
section 958(a), or is considered as own-
ing by applying the rules of ownership 
of section 958(b), 10 percent or more of 
the total combined voting power of all 
classes of stock entitled to vote of such 
foreign corporation. 

(2) Percentage of total combined voting 
power owned by United States person—(i) 
Meaning of combined voting power. In de-
termining for purposes of subparagraph 
(1) of this paragraph whether a United 
States person owns the requisite per-
centage of voting power of all classes of 
stock entitled to vote, consideration 
will be given to all the facts and cir-
cumstances in each case. In any case 
where— 

(a) A foreign corporation has more 
than one class of stock outstanding, 
and 

(b) One or more United States per-
sons own (within the meaning of sec-
tion 958) shares of any one class of 
stock which possesses the power to 
elect, appoint, or replace a person, or 
persons, who with respect to such cor-
poration, exercise the powers ordi-
narily exercised by a member of the 
board of directors of a domestic cor-
poration, 

the percentage of the total combined 
voting power with respect to such cor-
poration owned by any such United 
States person shall be his propor-
tionate share of the percentage of the 
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persons exercising the powers ordi-
narily exercised by members of the 
board of directors of a domestic cor-
poration (described in (b) of this sub-
division) which such class of stock (as 
a class) possesses the power to elect, 
appoint, or replace. In all cases, how-
ever, a United States person will be 
deemed to own 10 percent or more of 
the total combined voting power with 
respect to a foreign corporation if such 
person owns (within the meaning of 
section 958) 20 percent or more of the 
total number of shares of a class of 
stock of such corporation possessing 
one or more powers enumerated in 
paragraph (b)(1) of § 1.957–1. Whether a 
foreign corporation is a controlled for-
eign corporation for purposes of sec-
tions 951 through 964 shall be deter-
mined by applying the rules of section 
957 and §§ 1.957–1 through 1.957–4. 

(ii) Illustration. The application of 
this paragraph may be illustrated by 
the following examples: 

Example 1. Foreign corporation S has two 
classes of capital stock outstanding, con-
sisting of 60 shares of class A stock and 40 
shares of class B stock. Each class of the 
outstanding stock is entitled to participate 
on a share for share basis in any dividend 
distributions by S Corporation. The owners 
of a majority of the class A stock are enti-
tled to elect 7 of the 10 corporate directors, 
and the owners of a majority of the class B 
stock are entitled to elect the other 3 of the 
10 directors. Thus, the class A stock (as a 
class) possesses 70 percent of the total com-
bined voting power of all classes of stock en-
titled to vote of S Corporation, and the class 
B stock (as a class) possesses 30 percent of 
such voting power. D, a United States per-
son, owns 31 shares of the class A stock and 
thus owns 36,167 percent (31/60×70 percent) of 
the total combined voting power of all class-
es of stock entitled to vote of S Corporation. 
By reason of the ownership of such voting 
power, D is a United States shareholder of S 
Corporation under section 951(b). For pur-
poses of section 957, S Corporation is a con-
trolled foreign corporation by reason of D’s 
ownership of a majority of the class A stock, 
as illustrated in example 2 of paragraph (c) 
of § 1.957–1. E, a United States person, owns 
eight shares of the class A stock and thus 
owns 9.333 percent (8/60×70 percent) of the 
total combined voting power of all classes of 
stock entitled to vote of S Corporation. 
Since E owns only 9.333 percent of such vot-
ing power and less than 20 percent of the 
number of shares of the class A stock, he is 
not a United States shareholder of S Cor-
poration under section 951(b). F, a United 

States person, owns 14 shares of the class B 
stock and thus owns 10.5 percent (14/40×30 
percent) of the total combined voting power 
of all classes of stock entitled to vote of S 
Corporation. By reason of the ownership of 
such voting power, F is a United States 
shareholder of S Corporation under section 
951(b). 

Example 2. Foreign corporation R has three 
classes of stock outstanding, consisting of 10 
shares of class A stock, 20 shares of class B 
stock, and 300 shares of class C stock. Each 
class of the outstanding stock is entitled to 
participate on a share for share basis in any 
distribution by R Corporation. The owners of 
a majority of the class A stock are entitled 
to elect 6 of the 10 corporate directors, and 
the owners of a majority of the class B stock 
are entitled to elect the other 4 of the 10 di-
rectors. The class C stock is not entitled to 
vote. D, E, and F, United States persons, 
each own 2 shares of the class A stock and 
100 shares of the class C stock. As owners of 
a majority of the class A stock, D, E, and F 
elect 6 members of the board of directors. D, 
E, and F are United States shareholders of R 
Corporation under section 951(b) since each 
owns 20 percent of the total number of shares 
of the class A stock which possesses the 
power to elect a majority of the board of di-
rectors of R Corporation. For purposes of 
section 957, R Corporation is a controlled for-
eign corporation by reason of the ownership 
by D, E, and F of a majority of the class A 
stock, as illustrated in example 2 of para-
graph (c) of § 1.957–1. 

[T.D. 6795, 30 FR 935, Jan. 29, 1965, as amend-
ed by T.D. 7893, 48 FR 22507, May 19, 1983; 
T.D. 9222, 70 FR 49866, Aug. 25, 2005; 70 FR 
67906, Nov. 9, 2005; T.D. 9251, 71 FR 8944, Feb. 
22, 2006] 

§ 1.951–2 Coordination of subpart F 
with election of a foreign invest-
ment company to distribute income. 

A United States shareholder who for 
his taxable year is a qualified share-
holder (within the meaning of section 
1247(c)) of a foreign investment com-
pany with respect to which an election 
under section 1247(a) and the regula-
tions thereunder is in effect for the 
taxable year of such company which 
ends with or within such taxable year 
of such shareholder shall not be re-
quired to include any amount in his 
gross income for his taxable year under 
paragraph (a) of § 1.951–1 with respect 
to such company for that taxable year 
of such company. 

[T.D. 6795, 30 FR 937, Jan. 29, 1965] 
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